Formal Issue Paper Number 01-006

AGENDA — April 18, 2001 Business Taxes Committee Meeting
Proposed Regulatory Change Regarding Bad Debt Deductions for Tax Paid on
Transactions on Uncollectable Accounts Held By a Lender (Regulation 1642, Bad Debts)

Action 1 — Consent Items

Adopt proposed amendments to Regulation 1642 as agreed by staff and
industry.

Exhibit 2, Pages 1-16

1. Incorporate the provisions of Revenue and Taxation Code sections
6055 & 6203.5 that alow a bad debt deduction to be claimed on
accounts receivable that have been sold without recourse. The bad
debt deduction may be claimed by either the retailer or lender
pursuant to an election filed with the Board.

Provide alist of the required elements of an election.
Update the appendices used to calculate the bad debt |oss.
Add and change language to clarify existing policies.

o~ WD

Make minor technical changes throughout the regulation to be
consistant with current regulatory format.

Action 2 — Authorization to Publish

Authorize publication of the proposed amendments to Regulation
1642 as adopted in the above action.

Operative Date:  Added subdivisions (h)(3) and (i) are operative
January 1, 2001 and apply to taxes remitted on or after January 1,
2000. Other changes have no operative date.

Implementation:  Implementation will take place 30 days following
approval by the Office of Administrative Law.
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AGENDA — April 18, 2001 Business Taxes Committee Meeting
Proposed Regulatory Change Regarding Bad Debt Deductions for Tax Paid on
Transactions on Uncollectable Accounts Held By a Lender (Regulation 1642, Bad Debts)

Action ltem

Regulatory L anguage Proposed by Staff

Action 1 - Consent [tems

Adopt proposed amendments
to Regulation 1642.

Exhibit 2, pages 1-16.

Regulation 1642.Bad Debts.

Reference: Sections 6055, and-6203.5, and 6451, Revenue and Taxation Code.

(@) IN GENERAL. A retailer isrelieved from liability for salestax (Ssection 6055 of the Revenue and Taxation Code)
or from liability to collect use tax (Ssection 6203.5 of the Revenue and Taxation Code) insofar as the measure of the tax
is represented by accounts found worthless and charged off for income tax purposes (which include circumstances where
the retailer’sincome is reported on a related person’s income tax return and the bad debt is charged off on that return) or,
if theretailer is not required to file income tax returns and the retailer’ sincome is not reported on another person’s return,
charged off in accordance with generally accepted accounting principles. A retailer may claim abad debt deduction
provided that the sales tax, or amount of use tax, was actually paid to the state.

This deduction should be taken on the return filed for the period in which the amount was found worthless and charged
off for income tax purposes or, if the retailer is not required to file income tax returns, charged off in accordance with
generally accepted accounting principles.

Failure to take the deduction on the proper return will not in itself prevent the allowance of arefund measured by an
amount for which aretailer could have taken atimely deduction provided a claim for refund is filed with the board within
the limitation periods specified in Ssection 6902 of the Revenue and Taxation Code.

(b) AMOUNT SUBJECT TO DEDUCTION.

(1) NONTAXABLE RECEIPTS. If the amount of an account found to be worthless and charged off is comprised in
part of nontaxable receipts such as interest, insurance, repair, or installation labor and-ether-charges-exempt-from-salesor
wsetax-and in part of taxable receipts upon which tax has been paid, a bad debt deduction may be claimed only with
respect to the unpaid amount upon which tax has been paid. In determining that amount, all payments and credits to the
account may be applied ratably against the various elements comprising the amount the purchaser contracted to pay (pro
rata method), er-may be applied as provided in the contract of sale (contract method), or may be applied by another
method which reasonably determines the amount of the taxable receipts (alternative method). When claiming a bad debt
deduction or refund using an alternative method, the retailer must include a clear explanation of that method along with
the claimi nq of the deduct|on or refund After having applred payments and credrtsfa%erther—thepraratmqqethedrer—the

ay al using one method and
clal ming adeductlon or refund ba%d on such method a retafler shall not thereafter reapply the payments or credits by-the

using another method with respect to such losses previously claimed. so-asto-claim-additional-bad-debts by-way-of
deduetion,-credit-orrefund.
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AGENDA — April 18, 2001 Business Taxes Committee Meeting
Proposed Regulatory Change Regarding Bad Debt Deductions for Tax Paid on

Transactions on Uncollectable Accounts Held By a Lender (Regulation 1642, Bad Debts)

Action ltem

Regulatory L anguage Proposed by Staff

(2) EXPENSES OF COLLECTION. No deduction is allowable for expenses incurred by the retailer in attempting to
enforce collection of any account receivable, or for that portion of a debt recovered that is retained by or paid to athird
party as compensation for services rendered in collecting the account.

(c) REPORTING. All retailers must report sales tax liability on an accrual basis. Bad debt deductions will not be
disallowed retaiters-solely for the reason that they-are-aretailer is on a cash reporting basis for income tax purposes.

(d) WORTHLESSACCOUNTS SUBSEQUENTLY COLLECTED. If any accounts found worthless and charged
off areis thereafter inwhele-orinpart-collected by the retailer, in whole or in part, the taxable percentage of the amount
s0 collected shall be included in the first return filed after such collection and tax shall be paid on such the-amount ef-the
tax-thereon-paid-with the return._The same percentage of the account which the retailer claimed as an allowable bad debt
deduction or refund shall be used to determine the taxable percentage of the recovery. The taxable percentage of any
amounts received from athird party for the sale of an account after the retailer has found them to be worthless and has
claimed a bad debt deduction or refund are regarded as amounts subsequently collected for purposes of this provision,
and the retailer must include such amountsin the first return filed after receipt of such amounts and pay tax thereon.

(e) RECORDS. In support of deductions or claims for eredit-refund for bad debts, retailers must maintain adequate and
compl ete records showing:

(1) Dateof original sale.

(2) Name and address of purchaser.

(3) Amount purchaser contracted to pay.

(4) Amount on which retailer paid tax.

(5) Thejurisdiction(s) where the local taxes and, when applicable, district taxes were all ocated.

(6) All payments or other credits applied to account of purchaser.

(67) Evidence that the uncollectible portion of gross receipts on which tax was paid actually has been legally charged
off as abad debt for income tax purposes (whether or not the income tax return has yet been filed) or, if theretailer is not
required to file income tax returns and the retailer’ s income is not reported on another person’s return, charged off in
accordance with generally accepted accounting principles.

(8) The taxable percentage of the amount charged off as a bad debt properly allocable to the amount on which the
retailer reported and paid tax. (See Appendix 1.)

(f) REROSSESSIONSALLOWABLE METHODS OF COMPUTING LOSS.

(1) IN GENERAL. When thereis arepossession, a bad debt deduction is allowable only to the extent that the retailer
sustains a net loss of gross receipts upon which tax has been paid. Thiswill be when the amount of all payments and
credits allocated to the purchase price of the merchandise, including the wholesale value of the repossessed article, isless
than that price. Bepending-onwhetherIf the pro rata method er-the-contract-method-is used to apply payments, aretailer
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AGENDA — April 18, 2001 Business Taxes Committee Meeting
Proposed Regulatory Change Regarding Bad Debt Deductions for Tax Paid on

Transactions on Uncollectable Accounts Held By a Lender (Regulation 1642, Bad Debts)

Action ltem

Regulatory L anguage Proposed by Staff

incurs an allowable bad debt deduction if the wholesale value of the repossessed merchandise is less than the net contract
balance (after excluding unearned insurance and finance charges) at the date of repossession.-er{2}- If the contract
method is used to apply payments, a retailer incurs an allowable bad debt deduction if the wholesale value of the
repossessed merchandise is less than the net merchandise contract balance at the date of repossession. An alternative
method of computing a bad debt |oss may be used subject to approval by the Board which approval shall not be
unreasonably withheld.
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AGENDA — April 18, 2001 Business Taxes Committee Meeting
Proposed Regulatory Change Regarding Bad Debt Deductions for Tax Paid on
Transactions on Uncollectable Accounts Held By a Lender (Regulation 1642, Bad Debts)

Action Item Regulatory L anguage Proposed by Staff

N ‘ os as , The I0$ per
records is the bad debt Ioss the retailer writes off for income tax purposes. An esti mate of bad debt losses based in part upon

the history of the business or industry averages, may not be used to claim bad debt deductions or refunds for sales and use
tax purposes.

(B) TAXABLE PORTION OF LOSS PER RECORDS Ihrs—t—seemputed—m—twe—step&

Onlv that bort|on of abad debt Ioss attr| butable to the amount on Wh|ch the reta|ler paid tax may be used to claim abad debt
deduction or refund for sales and use tax purposes. Even an account with all sales subject to tax may include some amounts
on which tax was not paid, such as the tax or tax reimbursement charged to the consumer which is included in the account
balance. The percentage of 1oss on which tax was paid for an account which is secured by the merchandise purchased, or
which represents a single purchase of a significant amount, should be calculated on an actual basis. The percentage of loss
on which tax was paid for accounts involving alarge volume of small transactions may be calcul ated based on an analysis of
the composition of the accounts receivable. All accounts of the retailer for which this calculation is made should use the
same method of applying payments for the calculation (e.q., use FIFO for all accounts or use LIFO for all accounts).
Examples using the pro rata method are attached as Appendices 1 and 2.

(43) METHOD OF COM PUTING LOSS-- CONTRACT METHOD Theallowable bad debt deductlon isthenet

ef—the-repeesmd—merehandree ca culated bv subtract| ng all payments and cred|ts from the burchase price of the

merchandise pursuant to the method of applying payments set forth in the applicable contract(s) with the customer and, to
the extent the contract is silent on the method of applying payments, the |oan accounting systems used by the retailer in
the ordinary course of business, and from that amount subtracting the proceeds of the sale of any repossessed
merchandise in accordance with (4) below.

(54) DEl'ERMINI NG THE WHOLESALE VALUE OF REPOSSESSED MERCHANDISE. Oneoftheprerequisites
! wholes —The wholesale val ue of
repomesed merchandrse must be determi ned in order to calculate the allowable bad debt deduction, if any, for the

900-TO JsqwnpN Jaded anss| jfew.oH

6T J0 G abed
epuaby



AGENDA — April 18, 2001 Business Taxes Committee Meeting
Proposed Regulatory Change Regarding Bad Debt Deductions for Tax Paid on

Transactions on Uncollectable Accounts Held By a Lender (Regulation 1642, Bad Debts)

Action ltem

Regulatory L anguage Proposed by Staff

account. When the retailer sells the repossessed merchandise to areseller in an arm’ s length transaction, the amount the
retailer receives for the sale, less the direct cost of reconditioning the property prior to that sale and direct auction
expenses paid to athird party, is the wholesale value. Otherwise, other sources must be used to determine the wholesale
value. In the case of automobiles, information-contained-r-industry-recognized whelesale-and-retail-price guideswill-be
aceeptable are generally the best source of such information. Adjustments may-should be made to the published
wholesale prices in those instances where the automobile is in other than average condition.

Establishing the wholesale value er-of other types of repossessed merchandise, such as jewelry, furniture, appliances,
etc., presents a more difficult problem if the retailer does not sell the merchandiseto areseller in an arm’ s length
transaction. Each case must be considered on its own merits. Generally, if the retailer places the repossessed property
into resale inventory, the retailer should wit-be-ableto-use the amount at which the merchandise is brought-back-into
recorded in resale inventory as its wholesale value. This amount should not, however, include any costs of repossessing,
reconditioning, or other expense to put the merchandise in saleable condition.

(65) CONSOLIDATION OF NUMEROUS REPOSSESSED ITEMS. Retailers who have several repossessions each
reporting period will find it convenient and time saving to consolidate the pertinent data. When thisis done, only one
calculation for each set of transactions need be made to compute the allowable deduction. The consolidations may be
made by using 15-column working paper with one column for each of the elements required to compute the deduction
(see Appendix 2).

Only those repossessions on which aloss isincurred should be scheduled. The taxpayerretailer may quickly determine
whether a particular transaction should be scheduled by comparing the net payoff with the wholesale value of the
merchandise. If the net payoff is greater, aloss has been suffered and the transaction should be scheduled.

(g) BAD DEBT LOSSESOTHER THAN REPOSSESSIONS. Allowable bad debt deductions or refunds also may
arise from sales made on an open account or on an unsecured installment-bases basis. Fhese The deduction or refund
should be computed in substantially the same manner as those involving repossessions- (i.e., by prorating all payments or
credits between the eash-sales price of the merchandise on which the retailer paid tax and the intangible-nontaxable
charges or by applying all payments and credits as provided in the contract of sale and, if the contract is silent, the [oan
accounting systems used by the retailer in the ordinary course of business). No deduction or claim for refund ercredit
will be allowed in any period subsequent to the period in which a bad debt deduction is taken; based on a method of
calculating the bad debt deduction different from that originally used in calculating the bad debt deduction.

(h) SPECIAL SITUATIONS.
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AGENDA — April 18, 2001 Business Taxes Committee Meeting
Proposed Regulatory Change Regarding Bad Debt Deductions for Tax Paid on
Transactions on Uncollectable Accounts Held By a Lender (Regulation 1642, Bad Debts)

Action ltem

Regulatory L anguage Proposed by Staff

(1) BAD DEBT DEDUCTIONS FO-FOR PERSONS OTHER THAN THE RETAILER OR LENDER.

(A) A successor who pays full consideration for receivables acquired from the predecessor is entitled to a bad debt
deduction to the same extent that the predecessor would have been entitled had the predecessor continued the business.
A “successor” for purposes of this provision is one who is required by Revenue and Taxation Code section 6811 to
withhold sufficient of the purchase price of the subject business to cover amounts due from the seller of the business
under the Sales and Use Tax Law. A predecessor may not claim a bad debt deduction for any transaction or account for
which a successor is entitled to a bad debt deduction under this provision.

(B) A-Except asprovided in subdivision (h)(1)(A) and subdivision (i), a purchaser of receivables-otherthana
syeeessor; cannot ebtain-claim a bad debt deduction er-or refund for accounts which are not collected.

(C) A retailer who sells receivables with recourse so that the retailer will bear any bad debt loss on them is entitled to
a bad debt deduction to the same extent as if the receivables had not been sold. The fact that aretailer sells receivables at
adiscount, however, with or without recourse, does not in itself entitle the retailer to a bad debt deduction to the extent of
the discount.

A construction contractor who is a consumer of materials or fixtures, or both, under Sales and Use Tax Regulation 1521

cannot claim a bad debt deduction or refund with respect to such materials or fixtures. A United States construction
contractor as defined in subdivision (a)(3) of Regulation 1521 is always the consumer of both materials and fixtures, and thus
can never claim a bad debt deduction or refund with respect to such materials or fixtures. A construction contractor, other
than a United States construction contractor, is generally the consumer of materials, and thus may claim a bad debt deduction
with respect to materials only when the contractor is regarded as selling those materials under subdivision (b)(2)(A)2. of
Regulation 1521. A construction contractor, other than a United States construction contractor, is the retailer of fixtures and
thus may claim a bad debt deduction or refund with respect to its retail sales of such fixtures. A construction contractor
incurring a bad debt loss for which it is entitled to a bad debt deduction or refund as just explained must claim the deduction
or refund in the same manner as those resulting from other types of taxable retail sales of tangible personal property.
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AGENDA — April 18, 2001 Business Taxes Committee Meeting
Proposed Regulatory Change Regarding Bad Debt Deductions for Tax Paid on
Transactions on Uncollectable Accounts Held By a Lender (Regulation 1642, Bad Debts)

Action ltem

Regulatory L anguage Proposed by Staff

(3) ENTITY AFFILIATED WITH RETAILER. The provisions of this subdivision (h)(3) apply only with respect to
bad debt |osses incurred on accounts created as a result of retail sales of tangible personal property for which the retailer

remitted California sales or use tax on or after January 1, 2000.

(A) If aretailer wishes to assign to a person who isits affiliated entity under section 1504 of Title 26 of the United States

Code theright to claim a deduction or refund for the amount of bad debts for which the retailer is otherwise entitled to a
deduction or refund, the retailer and the affiliated entity must file an el ection with the Board prior to the affiliated entity’s
claiming of any deduction or refund. This €lection filed with the Board must include all the following elements:

1. The name, address, and seller’s permit number of the retailer who reported or will report the tax; and the name,
address, and seller’s permit number of the affiliated entity of the retailer to whom the assignment is made.

2. A statement clearly specifying that the affiliated entity is entitled to any (and all) deductions or refunds as a result
of any bad debt |osses charged off on the account(s) covered by the election and the effective date of that election, and a
statement that the retailer relinquishes all claims to such deductions or refunds.

3. A list of accounts to which the election pertains.

4. The agreement of the retailer to furnish any and all documentation required by the Board to support the claiming of
deductions or refunds by the affiliated entity.

5. The acknowledgement by both the retailer and its affiliated entity that the Board may disclose relevant confidential
information to all partiesinvolved in order to support and confirm any deductions or refunds claimed.

6. A statement that the election may not be amended or revoked unless a new election signed by both the retailer and its
affiliated entity isfiled with the Board.

7. The acknowledgement by the affiliated entity that it cannot further assign the right to claim a deduction or refund for
bad debts charged off on the account.

8. The dated signatures of the retailer and its affiliated entity, or their authorized representatives. |f a copy of the
signed election isfiled with the Board rather than the original, the affiliated entity must retain the election with the
original signatures.

(B) Theterm “retailer” as used in this regulation (except as used in subdivisions (h) and (i)) includes an entity affiliated
with aretailer under section 1504 of Title 26 of the United States Code with respect to those accounts for which the affiliated
entity is the person entitled to the bad debt deduction or claim pursuant to an election filed under this subdivision (h)(3).
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Proposed Regulatory Change Regarding Bad Debt Deductions for Tax Paid on

Transactions on Uncollectable Accounts Held By a Lender (Regulation 1642, Bad Debts)
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(i) BAD DEBTSINCURRED IN CONNECTION WITH ACCOUNTSHELD BY LENDERS. The provisions of
this subdivision (i) apply only with respect to bad debt |osses incurred on accounts created as a result of retail sales of
tangible personal property for which the retailer remitted California sales or use tax on or after January 1, 2000.

(1) LENDER DEFINED. A “lender” for purposes of thisregulation is defined as any of the following:

(A) A person who holds an account which that person purchased without recourse directly from aretailer who
reported California sales or use tax with respect to the sales of tangible personal property for which credit was extended
under the retail account.

(B) A person who holds an account without recourse pursuant to that person’s contract directly with aretailer who
reported California sales or use tax with respect to the sales of tangible personal property for which credit was extended
under the retail account.

(C) A person who is either an affiliated corporation (or affiliated entity electing to be taxed as a corporation) under
section 1504 of Title 26 of the United States Code or an assignee of a person described in subdivision (i)(1)(A) or
()(D(B). A personisa“lender” under this subdivision (i)(1)(C) only if an election is filed under subdivision (i)(4).

(2) CONDITIONSTO CLAIMING DEDUCTION OR REFUND. With respect to an account held by alender without
recourse, a deduction or refund may be claimed for bad debt |osses on the account only if all of the following conditions are
met:

(A) No deduction or refund was previously claimed or allowed on any portion of the account.

(B) The account has been found worthless and charged off by the lender for income tax purposes (which include
circumstances where the lender’ sincome is reported on arelated person’s income tax return and the bad debt is charged
off on that return) or, if the lender is not required to file income tax returns and the lender’sincome is not reported on
another person’s return, charged off in accordance with generally accepted accounting principles.

(C)_The contract between the retailer and the lender under which the lender has the right to the account contains an
irrevocable relinguishment of all rights to the account from the retailer to the lender.

(D) The account isfor sales for which the retailer remitted California sales or use tax on or after January 1, 2000.

(E) Theretailer and the lender file an €l ection with the Board which contains the elements specified in subdivision
(1)(3) and which designates either the retailer or the lender as the person entitled to claim any deduction or refund under
this regulation for tax previously paid by the retailer measured by amount of the account found to be worthless and
charged off. No deduction or refund can be claimed until this election isfiled with the Board.
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(3) ELECTION BETWEEN RETAILER AND LENDER.

(A) Inorder for the retailer or the lender to claim a deduction or refund for bad debt |osses from an account held by
the lender without recourse, the retailer and the lender must file an election with the Board designating which of them
may claim such deduction or refund. The election may be in any form, including an existing contract between the retailer
and the lender, so aslong as the el ection contains the following elements:

1. The name, address, and seller’s permit number of the retailer who reported or will report the tax and the name,
address, and seller’s permit number, if any, of the lender to whom the account(s) is assigned.

2. An agreement that the retailer relinquishes all rights to the account to the lender.

3. A statement clearly specifying whether the retailer or the lender is entitled to claim any (and all) deductions or refunds
as aresult of any bad debt losses charged off by the lender for the account(s) covered by the election, the effective date of
that election, and a statement that the other party relinguishes al rights to claiming such deductions or refunds.

4. A list of accountsto which the election pertains. If the election is a blanket election for all accounts assigned without
recourse by the retailer to the lender or all accounts held by the lender without recourse pursuant to the lender’ s contract
directly with the retailer, the election must so state.

5. The agreement of both the retailer and the lender to furnish any and all documentation requested by the Board to
support the deductions or refunds claimed.

6. The acknowledgement by both the retailer and the lender that the Board may disclose relevant confidential
information to all partiesinvolved in order to support and confirm any deductions or refunds claimed.

7. 1f the lender is the person entitled to claim any deduction or refund for bad debts on the account, the Certificate of
Registration — L ender account number of the lender. |If the lender does not yet hold such a registration, the agreement of the
lender that it will apply for the Certificate of Registration — Lender no later than on the date the lender first claims a
deduction or refund for bad debts charged off on the account.

8. A statement that the election may not be amended or revoked unless a new election signed by both the retailer and the
lender isfiled with the Board.

9. The date of the election and the signatures of the retailer and the lender, or their authorized representatives. If a
copy of the signed election is filed with the Board rather than the original, the person with the right under the election to
claim the bad debt deduction or refund must retain the election with the original signatures. An election may be signed in
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counterparts, and its filing would be regarded as perfected as of the filing of the second signed counterpart, provided each
counterpart is identical except for the signature and date of the signature. If copies of the signed counterparts are filed
with the Board, the person with the right under the election to the bad debt deduction or refund must retain all
counterparts with the original signatures not filed with the Board.

(B) Theterm “retailer” as used in this regulation (except as used in subdivisions (h) and (i)) includes a lender with respect
to those accounts for which the lender is the person entitled to the bad debt deduction or claim pursuant to an election filed
under this subdivision (i)(3).

(4) ELECTION BETWEEN LENDER AND AFFILIATED ENTITY OR OTHER ASSIGNEE.

(A) If aperson who is alender under subdivision (i)(1)(A) or (i)(1)(B) and who has the right to claim any deduction or
refund for bad debts the lender charges off on the account wishes to assign to a person who is its affiliated entity under
section 1504 of Title 26 of the United States Code or to some other assignee the right to claim any deduction or refund for
the amount of bad debts charged off on the account, the lender and the affiliated entity or other assignee must file an election
with the Board prior to the affiliated entity’s or other assignee’ s claiming of any deduction or refund. The election filed with
the Board may be in any form, but must include all the following elements:

1. The name, address, and seller’s permit number of the retailer who reported or will report the tax; the name, address,
seller’s permit number, if any, and Certificate of Registration — L ender account number, if any, of the lender under
subdivision (i)(1)(A) or (i)(1)(B) making the assignment; and the name, address, seller’s permit number, if any, and
Certificate of Registration — L ender account number, if any, of the person to whom the assignment is made under subdivision

(I)(1)(C).

2. A copy of the election between the retailer and the lender under which the lender has the right to any (and all)
deductions or refunds as a result of any bad debt |osses charged off by the lender on the account(s). If that election has not
yet been filed with the Board, then that election must be filed along with the el ection between the lender and its affiliated
entity or other assignee. |f the election with the original signature was retained by the lender rather than filing it with the
Board, that election must either be filed with the Board or retained by the affiliated entity or other assignee.

3. A statement clearly specifying that the affiliated entity or other assigneeis entitled to any (and all) deductions or
refunds as aresult of any bad debt |osses charged off on the account(s) covered by the election and the effective date of that
election, and a statement that the lender under subdivision (i)(1)(A) or (i)(1)(B) relinquishes all claims to such deductions or
refunds.

4. A list of accountsto which the election pertains. |f the election is a blanket election for all accounts held by the
lender, the election must so state.
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5. The agreement of the lender to furnish any and all documentation required by the Board to support the claiming of
deductions or refunds by the affiliated entity or other assignee.

6. The acknowledgement by both the lender and its affiliated entity or other assignee that the Board may disclose
relevant confidential information to all partiesinvolved in order to support and confirm any deductions or refunds claimed.

7. |If the affiliated entity or other assignee does not yet hold a Certificate of Registration - Lender, the agreement that it
will apply for that certificate no later than on the date it first claims a deduction or refund for bad debts charged off on the
account.

8. The acknowledgement by the affiliated entity or other assignee that it cannot further assign the right to claim a
deduction or refund for bad debts charged off on the account.

9. A statement that the election may not be amended or revoked unless a new election signed by both the lender and the
affiliated entity or other assignee is filed with the Board.

10. The date of the election and the signatures of the lender and the affiliated entity or other assignee, or their
authorized representatives. If a copy of the signed election is filed with the Board rather than the original, the person
with the right under the election to claim the bad debt deduction or refund must retain the election with the original
signatures. An election may be signed in counterparts, and its filing would be regarded as perfected as of the filing of the
second signed counterpart, provided each counterpart is identical except for the signature and date of the signature. |f
copies of the signed counterparts are filed with the Board, the person with the right under the election to the bad debt
deduction or refund must retain all counterparts with the original signatures not filed with the Board.

(B) Theterm “retailer” as used in this regulation (except as used in subdivisions (h) and (i)) includes an entity affiliated
with alender under section 1504 of Title 26 of the United States Code, or other assignee, with respect to those accounts for
which the affiliated entity or other assignee is the person entitled to the bad debt deduction or claim pursuant to an election
filed under this subdivision (i)(4).

(5) REGISTRATION, RETURNS, CLAIMS FOR DEDUCTION AND REFUNDS, AND PAYMENT OF TAX.

(A) A retailer who has the right to claim deductions or refunds for bad debts charged off by alender on an account held
by that lender pursuant to an €lection filed under subdivision (i)(3) shall claim those deductions or refunds under the
provisions of this requlation in the sasme manner as if the retailer held the account itself.

(B) Without regard to whether alender holds aseller’s permit for its own sales of tangible personal property, alender
who has the right to claim deductions or refunds for bad debts charged off on accounts pursuant to an election filed under
subdivision (i)(3) and, if applicable, subdivision (i)(4), shall register with the Board for a Certificate of Registration — Lender
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no later than the date on which it first claims such a deduction or refund. A lender applying for a Certificate of Registration
— Lender shall provide such information as reguired by the Board.

(C) A lender who has the right to claim deductions or refunds for bad debts charged off pursuant to an election filed under
subdivision (i)(3) and, if applicable, subdivision (i)(4), is entitled to the same amount of deduction or refund, calculated in
the same manner under the provisions of this regulation, asif the lender were the retailer who had sold the tangible personal
property for which the retailer had reported and paid tax. If the lender has provided the name, address, and seller’ s permit
number of the retailer responsible for paying the tax, in determining whether to grant the lender’ s claim for deduction or
refund, the Board shall regard the retailer as having paid the applicable tax due unless the Board establishes otherwise.
(Regardless of the Board' s action on the lender’ s claim for deduction or refund, aretailer who failed to pay the applicable tax
due remains liable for that tax.)

(D) A lender who claims a deduction or refund for bad debts charged off shall be liable for tax on the taxable percentage
of worthless accounts subsequently collected under subdivision (d), including amounts received for the sale of accounts for
which the lender has claimed a bad debt deduction or refund.

(E) A lender who has a seller’s permit for its own sales of tangible personal property may not commingle the claiming of
its deductions pursuant to an election under subdivision (i)(3) and, if applicable, subdivision (i)(4), with any bad debt
deductions related to its own sales of tangible personal property but must instead report such deductions on a separate return
or schedule in the form specified by the Board. If the lender files a schedule attached to its sales and use tax return, it may
apply the amount of its deduction calculated on that separate schedule against its liability for sales and use tax. To the extent
that the deduction is not fully exhausted when applied to the lender’s own sales and use tax liability, the lender may file a
claim for refund.

(F)_Thefiling by alender of aclaim for deduction or refund for bad debts on accounts covered by this subdivision (i) is
not valid if an election pursuant to subdivision (i)(3) and, if applicable, an election pursuant to subdivision (i)(4), has not
been filed with the Board. If alender files aclaim for deduction or refund and the applicable election(s) is filed thereafter,
the claim for deduction or refund will be regarded as having been filed on the date of the filing of the election(s).

(G) A lender holding a Certificate of Registration — Lender shall file areturnin a form specified by the Board to report the
taxabl e percentage of recoveries and claim losses on accounts covered by an election pursuant to subdivision (i)(3) and, if
applicable, an election pursuant to subdivision (i)(4). This return shall be filed on a quarterly basis unless otherwise
specified by the Board. The return shall include the taxable percentage of the amount of any recoveries for which the lender
isliable for tax under subdivision (i)(5)(D). The lender may offset the amount of tax for which it would otherwise be
entitled to a bad debt refund for the reporting period against the amount of tax for which it isliable for the taxable percentage
of recoveries received during that same reporting period. The lender must file a return without regard to whether the lender
received any net recoveries of previously claimed bad debtsin the filing period. If the lender files areturn under aseller's
permit it holds for its own sales of tangible personal property, the lender must file a separate schedule to report the taxable
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percentage of its bad debt recoveries and losses on accounts covered by an election pursuant to subdivision (i)(3) and, if
applicable, an election pursuant to subdivision (i)(4), in aform specified by the Board, as an attachment to the lender’s sales
and use tax return rather than filing a separate return for such recoveries and |osses.

(H) A lender claiming adeduction or refund for bad debts, or reporting tax on recoveries for accounts for which it
previously claimed a bad debt deduction or refund, must properly allocate the local and district taxes. If the transactions
were approved by the lender on a transaction-by-transaction basis or the lender has the necessary information to do so, local
and district taxes should be allocated on an actual basis. The lender may allocate local and district taxes related to all other
accounts on a pro-rata basis subject to approval by the Board which approval shall not be unreasonably withheld.

6T 10 ¢/T abed
epuaby

900-TO JsqwnpN Jaded anss| jfew.oH



AGENDA — April 18, 2001 Business Taxes Committee Meeting
Proposed Regulatory Change Regarding Bad Debt Deductions for Tax Paid on
Transactions on Uncollectable Accounts Held By a Lender (Regulation 1642, Bad Debts)

Regulatory L anguage Proposed by Staff

c (1) Salactav 5A0
=St e 240
(N | icense fees 160
{Z)=eeRASe eSS e 1Y
() lnsurance. 200
oS aCe SYY
—+ota-eaS-SeH g PHEe i i e 5
o Down havment 2 000(2)
LGOI Py etV 999 %)
f Cacsh sales halance €8 000
o O S A IC e e ey PO; T
o Einance charaes 1. 600
g——HRRce- R gsSsS— ETASATA
h_Contract-balance. (N
T SOt aACt DA ICe s s s e e e IO

$0,00041) x$2,000-(2) = $1.818
$0 000-(3)
h \~7

IR~

900-TO JsqwnpN Jaded anss| jfew.oH

6T 10 GT abed
epuaby



AGENDA — April 18, 2001 Business Taxes Committee Meeting
Proposed Regulatory Change Regarding Bad Debt Deductions for Tax Paid on
Transactions on Uncollectable Accounts Held By a Lender (Regulation 1642, Bad Debts)

Regulatory L anguage Proposed by Staff

900-TO JsqwnpN Jaded anss| jfew.oH

6T J0 9T aled
epuaby



AGENDA — April 18, 2001 Business Taxes Committee Meeting
Proposed Regulatory Change Regarding Bad Debt Deductions for Tax Paid on
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Appendix 1

EXAMPLE OF COMPUTING ALLOWABLE BAD DEBT DEDUCTION FOR A REPOSSESSED VEHICLE USING PRO RATA METHOD

Step One. Compute the Repossession L oss Per Records

TSe@meao o

STeTVOS I T RT

Step Two. Compute the Taxable Percentage of L 0ss.

Thisis done by dividing the total amount subject to tax (line c) by the total sales price (line h).

Retail sales price
Taxable fees (i.e., doc/smog)
Total amount subject to tax

Sales Tax (6%) 734
License Fees 240
Other non-taxables )

Total non-taxable charges
Total salesprice
Down payment

Balance on contract

Finance charges/accrued interest
Total contract value

Payments received on contract
Balance on date of repossession
Unearned finance charges

Net contract balance

Value of repossession
Repossession |oss per records

12,230/ 13,204 = 92.62%.

Step Three. Computethe Allowable Deduction.

$12,000
230
12,230

974
13,204
2,000

11,204
3,000
14,204
2,100
12,104
2,750
9,354
6,000
$3,354

(at+b)
(c*.06)

(d+e+f)
(c+g)
(h-i)
(i+k)
(I-m)

(n-0)

Thisis done by multiplying the taxabl e percentage of loss (step Two) by the repossession loss per records (step One).

92.62% * 3,354 = $3,106.47
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(604 Salac)
(O70oAToy
& & & 4
kess
Net
Dateof Sales Sales Cash Balance Fnance  Net Value
Repos- Priceof  Tax License  lnsurane  Sales Bewn to Charges  Contract of
Session  Car# Mése: {6%) Fee e Priee Payment Finance  {(Neb) Balance Payment Repos
{Net) s session
Ay )

11478 540 6000 360 110 120 6590 1300 5290 260 5550 1250 3300
12978 575 5000 300 90 100 5490 1100 4390 200 4590 4000 2700
Totals $28,000 $1680  $500 $580 $30760 $6100  $24:660 $1.210 $25870 $5800  $15400
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Appendix 2

CONSOLIDATION OF ALLOWABLE BAD DEBT DEDUCTION FOR MULTIPLE
REPOSSESSED VEHICLES USING PRO RATA METHOD

(A (B (©) (D) (B) (F) (© (H) (1) Q) (K) (L) (M) (N)

Repos-
Date of Sales Sales Total Balance Finance  Net Value session
Repos- Price Tax License  Insurgace Saes Down to Chargs Contract  payments  Of Loss Per
sesson  Car # Md (6%) Fee (Net) Price Payment Finance (Net) Balance Repos-  Records
session
[C*.06] [C..F] [G-H] [+J [K-L-M]
09-30-00 507 $9,000 $540 $160 $200 $9,900 $2,000 $7,900 $400 $8,300 $1,900 $5,000 $1,400
10-27-00 521 8,000 480 140 160 8,780 1,700 7,080 350 7,430 1,650 4,400 1,380
11-04-00 540 6,000 360 110 120 6,590 1,300 5,290 260 5,550 1,250 3,300 1,000
12-09-00 575 5,000 300 90 100 5,490 1,100 4,390 200 4,590 1,000 2,700 890
Totds $28,000 $1,680 $500 $580 $30,760 $6,100 $24,660 $1,210 $25,870 $5,800 $15,400 $4,670
(1) () ©) (4) ®)
Computation of allocation of down payment to merchandise. Computation of allowable bad debt deduction.
$28,000" x $6,100° = $5,553 $28,000" - $5,553 x $4,670" = $4,052
$30, 760(2) $25, 870(4)

A Includes taxable amounts, such as doc and smog fees.
B Original insurance charge |ess rebate of unearned premium.
¢ Total finance charges per contract less unearned charges.

G:\BTC\BTC TOPICS - 2001\07 Bad Debts (Reg. 1642)\Papers\1642 |P AGENDA .doc

900-TO JsqwnpN Jaded anss| jfew.oH

6T 10 6T abed
epuaby



BOE-1489-J REV. 2 (1-00) STATE OF CALIFORNIA
FORMAL ISSUE PAPER BOARD OF EQUALIZATION

Issue Paper Number 01-006

~ BOARD OF EQUALIZATION

~’. KEY AGENCY ISSUE

[] Board Meeting

XI Business Taxes Committee
[] Customer Services and
Administrative Efficiency
Committee

[] Legislative Committee

[] Property Tax Committee
] Other

EPC

PROPOSED REGULATORY CHANGES
REGARDING BAD DEBT DEDUCTIONS
REGULATION 1642, BAD DEBTS

| ssue

Should Regulation 1642, Bad Debts, be amended to incorporate the statutory changes in Assembly Bill
599 (AB 599)?

Staff Recommendation

As agreed upon by staff and industry representatives, staff recommends adoption of the proposed
revisons to Regulation 1642, Bad Debts, illustrated in Exhibit 2. The provisions of AB 599 are
incorporated into subdivision 1642(h)(3) and new subdivision 1642(i). These proposed changes have an
operative date of January 1, 2001, and apply to tax remitted on or after January 1, 2000, as required by
Statute.

In addition to the statutory provisions of AB 599, staff proposes a number of changes throughout the text
of the regulation to clarify existing policies and to make minor technical changesto be consistent with
current regulatory format. These changes are summarized on pages 3-4.

Other Alternative(s) Considered
Do not adopt proposed changes to Regulation 1642, Bad Debts.
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Revenue and Taxation Code (RTC) section 6051 imposes sales tax on retailers for the privilege of selling
tangible personal property at retail within the state. RTC section 6201 imposes use tax for the storage,
use, or other consumption in this state of tangible personal property purchased from any retailer in a
transaction that was not subject to the sales tax. The sales tax is imposed on the retailer but is generally
passed through to the consumer as sales tax reimbursement. (Civ. Code 8§ 1656.1, Reg. 1700(a)(1).) The
use tax isimposed on the consumer; however, any retailer engaged in business in this state is required to
collect the use tax and remit it to the state. (RTC 88 6202, 6203.)

Since 1957, the Sales and Use Tax Law has provided tax relief for retailers who hold accounts receivable
that were included in the measure of tax and that become worthless prior to full payment of the account.
These provisions are included in RTC sections 6055 and 6203.5, which provide that a retailer may take a
deduction for that portion of the sales price of tangible personal property the retailer is unable to collect
from the purchaser, provided the retailer previously remitted sales or use tax on such amounts. The right
to take the deduction arose when the retailer wrote off the debt for income tax purposes. In 1970, sections
6055 and 6203.5 were amended to relieve a retailer from tax liability in cases where, athough not
required to file income tax returns, the retailer charged off worthless accounts in accordance with
generally accepted accounting principles. (Stats. 1970, p. 1056.)

Regulation 1642, Bad Debts, was adopted by the Board in 1965 to explain and apply the bad debt
provisions of the Sales and Use Tax Law. Regulation 1642 has been amended severa times to provide
further clarification and to incorporate statutory changes. Regulation 1642 was last amended in 1995 to
clarify that if a deduction is not taken in the same period as that during which the debt was charged off, a
claim for refund must be filed with the Board within the limitations period set forth in RTC section 6902.

In general, retailers selling tangible personal property on terms other than cash have severa options with
respect to the accounts receivable arising in the course of business. A retailer may retain an account
receivable or may sell or otherwise dispose of it before it is fully collected. The sale of a debt (account
receivable) is a financial arrangement between a retailer and another person (“lender”) separate from the
original transaction creating the debt (i.e., the sale from the retailer to the customer). Accounts receivable
can be sold with recourse or without recourse. “With recourse” means the seller of the debt (the retailer)
will suffer any loss resulting from the inability to collect all amounts due. In essence, the retailer
guarantees that the debt will be paid to the lender. *“Without recourse” means that the lender will suffer
any loss resulting from an uncollectible account. In essence, the lender accepts all the risks for collecting
a debt acquired without recourse. Generally, retailers selling accounts with recourse receive a better price
than when selling accounts without recourse because there is less risk to the lender.

AB 599 (Exhibit 3) amended RTC sections 6055 and 6203.5 to permit the taking of a bad debt deduction
or claiming of arefund by either the retailer or the lender with respect to accounts sold without recourse,
provided sales or use tax was reported and paid on the amount of the bad debt claimed. RTC section
6055(b)(3) defines the term “lender” to include: 1) any person who holds a retail account that the person
purchased directly from a retailer who reported the tax; 2) any person who holds a retail account pursuant
to that person’s contract directly with the retailer who reported the tax; and 3) any person who is an
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affiliated entity under section 1504 of Title 26 of the Internal Revenue Code of a person described in 1) or
2) or an assignee of a person described in 1) or 2).

As explained in Regulation 1642, a retailer who sells an account with recourse so that the retailer itself
will bear any bad debt loss, is entitled to a bad debt deduction to the same extent as if the account had not
been sold. However, prior to the adoption of AB 599, if the retailer sold an account without recourse, the
retailer was not entitled to take a bad debt deduction, nor could anyone else, such as the lender who
purchased the account without recourse. Similarly, there was no bad debt deduction allowed when a
retailer used a “private label credit card.” Private label credit cards are credit cards through which a
financing company extends credit to the customers of aretailer, with the name of the retailer shown on the
face of the card. The financing company generaly mails statements, collects payments, owns the
receivables, and suffers any loss in the collection process. Prior to the amendmentsin AB 599, neither the
retailer nor the financing company was entitled to claim a bad debt deduction for a worthless debt created
through a private label credit card. Thus, there was a disparity in treatment between accounts retailers
retained through collection or sold with recourse and accounts retailers sold without recourse or held
under private label credit cards.

The provisions of AB 599 are effective January 1, 2001, and apply to accounts sold without recourse for
which the tax was remitted on or after January 1, 2000. For such an account, the retailer and the lender
must agree on whether the retailer or the lender is entitled to the bad debt deduction or refund and then
file an election with the Board. As with other bad debt deductions, if aretailer or alender obtains a tax
benefit by deduction or refund for any amount it later collects, that person must report tax on the
subsequently collected amounts.

Staff Recommendation
A. Description of the Staff Recommendation

Staff recommends the adoption of the proposed revisions to Regulation 1642, Bad Debts, illustrated in
Exhibit 2. The provisions of AB 599 are incorporated into subdivision 1642(h) and new subdivision 1642
(). These proposed changes have an operative date of January 1, 2001, and apply to tax remitted on or
after January 1, 2000, as required by statute.

Staff and industry also recommend the adoption of proposed revisions to the following subdivisions of
Regulation 1642:

1. 1642(a). Proposed changesinclude changing the word “ Section” to lowercase to be consistent with
other regulations. In addition, language is proposed that would clarify that a retailer may clam a
bad debt deduction in cases where a retailer’s income is reported on a related person’s income tax
return.

2. 1642(b). Changes are proposed to provide that, in addition to the pro-rata and contract methods, an
aternative method may be used to compute bad debts losses. While a change in the method in
which bad debts |osses are computed is not prohibited, bad debts that have been previously claimed
may not be recomputed using another method.
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3.

1642(d). Staff and industry agree to language that provides that bad debt recoveries are to be
reported on a pro-rata basis.

1642(e). Proposed language requires that records must be maintained to support the percentage of
bad debt loss allocable to taxable transactions and the applicable jurisdiction for local and district
taxes.

1642(f). Staff and industry agree to incorporate language that provides an aternative method of
computing a bad debt loss and for establishing the wholesale value of repossessed merchandise.

1642(g). Language has been proposed to provide that, if the contract between the retailer and
customer is silent as to the method in which payments are applied, the accounting systems
employed by the retailer may be used to compute the bad debt deduction.

1642(h). The proposed revision to this subdivision provides language that further clarifies the
application of bad debt deductions with respect to a “successor.” In addition, language has been
added to clarify the application of tax with respect to construction contractors and entities affiliated
with aretailer.

To incorporate the provisions of AB 599, the following issues have been addressed in staff’s proposed
subdivision (i); on which industry agrees:

1. Registration of Lenders

When a lender purchases a retail account without recourse and the retailer and the lender file an
election providing that the lender has the right to the sales and use tax benefits from bad debt |osses
on the account, the lender becomes responsible for reporting, and paying tax on any recoveries of
amounts for which the lender obtained a bad debt sales and use tax benefit. Accordingly, it is
necessary for such lenders to be registered to report such recoveries. Staff and industry recommend
that all such lenders be required to register with the Board for a “Certificate of Registration —
Lender,” whether or not the lender might also hold a seller’s permit for its own sales of tangible
personal property. However, staff intends to identify lenders who are currently registered as
retailers using their existing permit number. Although such lenders will be required to register for a
“Certificate of Registration — Lender,” they will not need to obtain a separate permit number and
file a separate return to report recovered bad debts.

2. Takingthe Salesand Use Tax Benefit for Bad Debts and Filing of Returns

When a retailer and a lender elect for the retailer to take the sales and use tax benefits from bad
debts on accounts the retailer sells to the lender without recourse, then the rules currently specified
in Regulation 1642 will remain applicable to the retailer’ s taking of such benefits. However, when
the retailer and the lender elect for the lender to take such benefits, additional rules are required.

A lender obtaining a sales and use tax benefit pertaining to bad debts on purchased accounts will
likely incur tax liabilities due to recoveries of previously claimed bad debts. A lender may aso
hold a seller’ s permit and report and pay tax on its own sales of tangible persona property. Lenders
will want to offset, to the extent possible, their benefit from bad debts on purchased accounts
against their liability on recoveries and for their own retaill sales of tangible personal property.
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However, bad debt deductions taken by a lender with respect to accounts purchased from a retailer
must be segregated on the return from bad debts resulting from the lender’ s own retail sales. Thisis
necessary, as bad debts derived from purchased accounts must be supported by an election.
However, staff and industry believe that alender should be able to offset bad debts incurred against
other tax liabilities. Staff intends to design a schedule for use as an attachment to a lender’ s regular
sales and use tax return for the lender to report its recoveries and to clam its bad debt benefits
related to purchased accounts. Bad debts derived from retail sales will continue to be claimed
directly on line ten of the sales and use tax return.

If there is a net benefit remaining after offsetting liabilities for recoveries and for taxable sales of
tangible personal property, the new schedule will be designed such that the lender can sign it to act
asaclaim for refund with respect to the remaining benefit. The same schedule, with perhaps slight
modification, will also be used as the return/claim for refund for those lenders who do not hold a
seller’s permit for their own sales of tangible personal property. Lenders will be required to file
such returns to report their recoveries on aquarterly basis, unless otherwise required by the Board.

3.  Required Elementsfor a Valid Election

AB 599 requires that when aretailer sells an account without recourse, prior to the claiming of any
sales and use tax benefit for bad debts from the account, the retailer and the lender must file an
el ection specifying which person has the right to take those benefits. Staff and industry propose that
such an election be considered valid if it contains al of the following elements:

* The name, address, and seller’s permit number of the retailer who reported or will report the tax
and the lender to whom the account(s) is (are) assigned.

* Anagreement that the retailer relinquishes all rights to the account to the lender.

» A statement clearly specifying whether the person entitled to any (and al) deductions or refunds
as aresult of any bad debt losses on the account(s) covered by the election is the retailer or the
lender.

* A list of accounts to which the election pertains. If the election is a blanket election intended to
cover all accounts assigned by the retailer to the lender, the election must so state.

» The agreement of both the retailer and the lender to furnish any and all documentation requested
by the Board to support the deductions or refunds claimed.

* An acknowledgement by the retailer and the lender that the Board may disclose relevant
confidential information to all parties involved supporting and confirming any deductions or
refunds claimed.

» A statement that the election may not be amended or revoked unless a new election is signed by
both the retailer and the lender and filed with the Board.

* The signatures of persons authorized to act on behalf of the parties entering into the election
agreement.
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4. Records

Lenders claiming benefits under AB 599 will be required to provide the Board with all the records
required by subdivision (e) of Regulation 1642 as well as information supporting the proper
alocation of local and district taxes. In addition, the lender will be required to provide
documentation to support any aternative method used to claim a bad debt deduction or claim for
refund.

5.  Assignments

Under AB 599, the term “lender” includes all of the following:

* Any person who holds a retail account which that person purchased directly from a retailer who
reported the tax.

* Any person who holds a retail account pursuant to that person’s contract directly with the
retailer who reported the tax.

* Any person who is an affiliated entity (under Section 1504 of Title 26 of the United States
Code) or an assignee of a person described in subdivision (h)(1)(A).

The third definition includes certain affiliated entities or assignees of a person defined as alender in
the first or second definition. Only one person can be entitled to take the sales and use tax benefit
for bad debt losses incurred with respect to any account. Thus, if alender with the right to the bad
debt benefits thereafter assigns the account to an affiliate or other person, only the lender or the
assignee can have the right to the sales and use tax benefits for bad debts from that account. If the
lender and the assignee agree that the assignee will acquire those benefits, an election must be filed
with the Board specifying that such is the case. That election must include a copy of the relevant
election filed with the Board which was executed by the retailer and the lender, and must include
the same information for the lender and the assignee as required in an election filed by aretailer and
alender. Upon the filing of such an election to transfer the rights to an affiliate or other assignee,
that affiliate or assignee is a lender for purposes of the assigned account and subject to al the
requirements of a lender, including the registration and reporting requirements. Staff and industry
agree that AB 599 does not permit an assignee from a lender (as defined in the first two definitions)
to further assign the sales and use tax bad debt benefits.

6. Sales at Discount

A person who holds an account may sell that account at a discount. The amount of the discount is
not a bad debt. For example, a retailer with an account receivable of $10,000 who sells it to a
lender for $9,500 cannot take a bad debt deduction of $500. If the retailer sells that account without
recourse, the parties may file an election transferring the right to the bad debt benefits to the lender.
If the lender thereafter writes off the entire $10,000 due under the account, based on the wording of
AB 599, the lender has the right to bad debt benefits measured by that full $10,000, not just the
$9,500 purchase price.

A retailer or alender who has acquired the bad debt benefits for a retail account may write off the
account and thereafter sell that account to another person. Persons who purchase such accounts
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usually pay very little for the account because of the minimal possibility of further collections.
These sales of accounts are of a completely different character than the sale of an account for a
discount when both the seller and the purchaser anticipate full collection on the account, such as the
example in the previous paragraph. That is, the retailer or lender sells the account for pennies on
the dollar because the retailer or lender continues to consider the account worthless and
uncollectible. Sales of worthless accounts do not affect the retailer’s or lender’s right to the bad
debt benefits; however, the amounts paid to retailers or lenders for these accounts are recoveries for
purposes of subdivision (d) of Regulation 1642. The retailer or lender must include all recoveries
on thefirst return filed after receiving payments and report and remit tax accordingly.

7. Presumption that the Retailer Remitted the Tax

Staff and industry agree that if the retailer did not remit the tax to the State, the refund or deduction
must be disallowed for that account. However, staff and industry agree that if alender provides the
name and address of the retailer, a presumption should arise that the retailer remitted the tax on the
sales.

8. Allocation of Local Taxes

With respect to accounts purchased from aretailer, if the transactions were approved by the lender
on a transaction-by-transaction basis or the lender has the necessary information to do so, local and
district taxes should be allocated on the schedule on an actual basis. Local and district taxes related
to all other accounts may be allocated on a pro-rata basis subject to approval by the Board.

0. Credit Card Companies

Staff and industry agree that private label credit cards were intended to benefit from the provisions
of AB 599. While staff and industry do not believe that credit card companies which enter into a
contract with a consumer to provide a revolving credit account that may be used at any business
establishment accepting such credit were intended to benefit from the bad debt provisions of AB
599, such companies are not statutorily excluded. Accordingly, staff and industry agree that the
companies may qualify under AB 599 as long as they are able to segregate taxable and non-taxable
transactions, meet al of the required criteria, and file an election in proper form with the Board.

10. WFSFinancial

In the matter of WFS Financial, Inc., involving a claim for refund for bad debts on defaults that
lenders purchased without recourse from vehicle deders, the Board issued a memorandum opinion
on December 14, 2000, interpreting Revenue and Taxation Code section 6055 and Regulation 1642,
specifying that these lenders to motor vehicle dealers may obtain a bad debt deduction or refund
under the following circumstances:

1. Clamant’'s representatives were either present on the dealers premises or immediately
available by telephone, facsimile, or computer connection at the time the vehicles in question were
sold;

2. Clamant paid full consideration to the dealers for the receivables in question, i.e., claimant
did not purchase the receivables at a discount; and
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3. The deders assignments to claimant of the receivables in question were substantially
contemporaneous with the execution of the sales agreements between the dealers and the
purchasers.

As discussed herein, Revenue and Taxation Code sections 6055 and 6302.5 were amended by AB
599 to set forth the requirements for all lenders, including lenders to motor vehicle dealers, to claim
bad debt deductions or refunds with respect to specified transactions for which the retailers remitted
Cdlifornia sales or use tax on or after January 1, 2000. Accordingly, staff will be instructed to
continue applying the WFS Financial, Inc. memorandum decision with respect to claims by WFS
Financial and similarly situated lenders for transactions where the retailers remitted California sales
or use tax prior to January 1, 2000. However, the amendments to Revenue and Taxation Code
sections 6055 and 6302.5 obviate the need for lenders like WFS Financial to look to the
memorandum of opinion decision for purposes of claiming bad debt deductions with respect to tax
remitted on and after January 1, 2000. Accordingly, the provision of Revenue and Taxation Code
section 6055 and 6302.5 and Regulation 1642, as amended, and not the memorandum of opinion,
apply to the transactions of WFS Financial and similarly situated lenders with respect to tax
remitted on or after January 1, 2000.

Furthermore, subdivision (h)(1)(A) of Regulation 1642 has been rewritten to clarify that the term
“successor” for the purposes of Regulation 1642 means a person required to withhold an amount up
to the purchase price of the businessto cover the seller’s sales or use tax liability, if any, and that, if
the successor may claim the bad debt deduction, the predecessor may not.

Pros of the Staff Recommendation

* Implements statutory changes as required by AB 599.

» Provides a system of administering bad debt benefits claimed by the retailer or lender.

Cons of the Staff Recommendation

Requires regulatory change.

Statutory or Regulatory Change

The 2000 Legidative Session created the new statute that requires amendments to Regul ation 1642.
Administrative | mpact

Staff will need to develop a new schedule to add to the return of accounts identified as lenders and
establish a system of filing elections. Staff will notify taxpayers through a Tax Information Bulletin
article.
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F.

Fiscal I mpact

1. Cost Impact

Once the amendments are approved by the Office of Administrative Law, a specia notice will be
mailed to approximately 5,000 affected lenders who are not registered with the Board. The
specia notice will consist of a one page, front to back, letter with the taxpayer’s mailing address
displayed through awindow envelope. The estimated cost of each specia noticeis as follows:

Labor: No additional costs since this is considered within the routine workload of the Policy
Development Section (SUTD Program Planning Division), Customer and Taxpayer Services
Division, Legal Division, Board Proceedings Division and Mail Services Unit (Administrative
Division).

Printing:
5,000 pages front to back @ .01 per page = $50.00

Envelopes.
5,000 E-18 window envelopes @ .02 per envelope = 100.00

Postage:
5,000 @ .17 bulk presorted = 850.00

Total Estimated Cost for Special Notice Mailing $1,000.00

The costs associated with the distribution of Tax Information Bulletins, which are routinely
prepared and distributed to taxpayers, are accommodated within the Board' s existing budget.

2. Revenuelmpact
None. See Revenue Estimate (Exhibit 1).
Taxpayer/Customer | mpact

As required by statute, the proposed amendments require the filing of elections with the Board. A
new schedule has been proposed to expedite the processing and administration of bad debt
deductions and claims for refund.

Critical Time Frames

The proposed changes related to AB599 apply to tax remitted on or after January 1, 2000, and have
an operative date of January 1, 2001, as required by statute. Other changes have no operative date.
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V1. Alternativel
A. Description of the Alternative
Make no changes to Regulation 1642, Bad Debts.
B. Prosof theAlternative
Requires no regulatory change.
C. Consof the Alternative
* Does not implement statutory changes as required by AB 599.
» Doesnot provide a system of administering bad debt benefits claimed by the retailer or lender.
D. Statutory or Regulatory Change
None.
E. Administrative l mpact
None.
F.  Fiscal Impact
1. Cost Impact
None.
2. Revenuelmpact
None. See Revenue Estimate (Exhibit 1).
G. Taxpayer/Customer I mpact
None.
H. Critical Time Frames
None.
Prepared by: Program Planning Division, Sales and Use Tax Department

Current as of: 04/06/2001

EPC
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REVENUE ESTIMATE STATE OF CALIFORNIA
BOARD OF EQUALIZATION

/" BOARD OF EQUALIZATION
A REVENUE ESTIMATE

PROPOSED REGULATORY CHANGES
REGARDING BAD DEBT DEDUCTIONS
REGULATION 1642, BAD DEBTS

Staff Recommendation

As agreed upon by staff and industry representatives, staff recommends adoption of the
proposed revisions to Regulation 1642, Bad Debits, illustrated in Exhibit 2. The provisions of AB
599 are incorporated into subdivision 1642(h)(3) and new subdivision 1642(i). These proposed
changes have an operative date of January 1, 2001, and apply to tax remitted on or after
January 1, 2000, as required by statute.

In addition to the statutory provisions of AB 599, staff proposes a number of changes
throughout the text of the regulation to clarify existing policies and to make minor technical

changes to be consistent with current regulatory format. These changes are summarized on
pages 3-4.

Alternative 1

Do not adopt proposed changes to Regulation 1642, Bad Debits.

Background, Methodology, and Assumptions

Staff Recommendation:

While there is a revenue loss associated with the implementation of AB 599, the proposed
amendments to Regulation 1642 do not themselves impact revenues, since the proposed
amendments are consistent with statutory changes brought about by AB 599.

Alternative 1:

Alternative 1 has no revenue effect.
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Revenue Summary

The staff recommendation has no revenue effect.

The alternative proposal has no revenue effect.

Preparation

This revenue estimate was prepared by David E. Hayes, Research and Statistics Section,
Agency Planning and Research Division. This revenue estimate was reviewed by Ms. Laurie
Frost, Chief, Agency Planning and Research Division and Ms. Charlotte Paliani, Program
Planning Manager, Sales and Use Tax Department. For additional information, please contact
Mr. Hayes at (916) 445-0840.

Current as of March 28, 2001
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Reference: Sections 6055, and-6203.5, and 6451, Revenue and Taxation Code.

(8 IN GENERAL. A retailer isrelieved from liability for salestax (Ssection 6055 of the
Revenue and Taxation Code) or from liability to collect use tax (Ssection 6203.5 of the
Revenue and Taxation Code) insofar as the measure of the tax is represented by accounts
found worthless and charged off for income tax purposes (which include circumstances where
the retailer’ sincome is reported on arelated person’s income tax return and the bad debt is
charged off on that return) or, if the retailer is not required to file income tax returns and the
retailer’ sincome is not reported on another person’s return, charged off in accordance with
generally accepted accounting principles. A retailer may claim a bad debt deductl on provided
that the sales tax, or amount of use tax, was actually paid to the state. g

This deduction should be taken on the return filed for the period in whi‘ér{thé amount was
found worthless and charged off for income tax purposes or, if the fetailer is not” requr red to
file income tax returns, charged off in accordance with generally accepted accountr ng
principles. -

Failure to take the deduction on the proper return will not in |tsei"t pre\/enf“the aII owance of a

refund measured by an amount for which aretailer could-have taken ati mely deduction
provided a claim for refund is filed with the board w‘rthrn the Irmrtatron periods specified in
Ssection 6902 of the Revenue and Taxation Code :

(b) AMOUNT SUBJECT TO DEDUCTION

Q) NQNTAXABLE RECEI PTS. If the amount of an account found to be worthless and
charged off is comprlsed in part of nontaxabfe recel pts such as: |nt efest, insurance, repair, or
installation labor a ; » . se-te-and in part of taxable
receipts upon which tax has been pald a bad debt deductr on may be claimed only with respect
to the unpaid amount upon ! which tax has been paid,...Ini determining that amount, all
payments and credits to the account may be applied ratably against the various elements
comprising the amount the purchaser cantracted to pay (pro rata method), e-may be applied
as provided in the contract of-sale (contract method), or may be applied by another method
which reasonably determines the amount of the taxable receipts (alternative method). When
claiming a bad debt deduction or refund using an alternative method, the retailer must include
aclear explanation of that method along Wlth the claiming of the deduction or refund After
havr ng appI |ed payments and credrts by . : R

cIa:mmq adeductl on or refund based on such method a retaller shaII not thereafter reapply

the payments or credrtsby—the S ng another method wrth respect to such Iosses previously

(2) EXPENSES OF COLLECTION. No deduction is alowable for expenses incurred by
the retailer in attempting to enforce collection of any account receivable, or for that portion of
adebt recovered that is retained by or paid to athird party as compensation for services
rendered in collecting the account.

(c) REPORTING. All retailers must report salestax liability on an accrual basis. Bad debt
deductions will not be disallowed retaiers-solely for the reason that they-are-aretailer ison a
cash reporting basis for income tax purposes.
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(d) WORTHLESS ACCOUNTS SUBSEQUENTLY COLLECTED. If any accounts
found worthless and charged off are-is thereafter iwhele-er-trpart-collected by the retailer,
in whole or in part, the taxable percentage of the amount so collected shall be included in the
first return filed after such collection and tax shall be paid on such the-amount ef-the-tax
thereon-paid-with the return._The same percentage of the account which the retailer claimed
as an adlowable bad debt deduction or refund shall be used to determine the taxable
percentage of the recovery. The taxable percentage of any amounts received from athird
party for the sale of an account after the retailer has found them to be worthless and has
claimed a bad debt deduction or refund are regarded as amounts subsequently collected for
purposes of this provision, and the retailer must include such amountsin the flrst return filed
after receipt of such amounts and pay tax thereon. £

(e) RECORDS. In support of deductions or claims for ered+t—refund for bad debtés,.-r;etai lers
must maintain adequate and compl ete records showing: P

(1) Date of original sale.

(2) Name and address of purchaser.

(3) Amount purchaser contracted to pay.

(4) Amount on which retailer paid tax. : -

(5) Thejurisdiction(s) where the local taxes and, when appllcabl e, district taxes Were
dlocated.

(6) All payments or other credits applied to, account of purchaser.

(67) Evidence that the uncollectible portion of gross recel pts on which tax waspaid actually
has been legally charged:off as a bad debt for income tax puirposes (whether or not the income
tax return has yet been filed) or;if.the retailer is not requrred to file income tax returns and the
retailer’ sincome is not reported on another person’ S return chargm off in accordance with
generally accepted accounting principles.

(8) The taxable percentage of the amaunt charged off asa bad debt properly allocable to the
amount on which the retailer repor: ted and paid tax. (Ses Appendix 1.)

(f) REPOSSESSIONS. ALLOWABLE METHODS OF COMPUTING LOSS.

(1) IN GENERAL. When there is a reposseesron a bad debt deduction is allowable only to
the extent that the retailer sustains'a net loss of gross receipts upon which tax has been paid.
This will be when the amount- of all payments and credits allocated to the purchase price of
the merchandise, including the wholesale value of the repossessed article, isless than that
price. Depenefl-ngrenwhether—lf the pro rata method erthe-contract-methed-is used to apply
payments, aretailer incurs an allowable bad debt deduction if the wholesale value of the
repossessed merchandise is less than the net contract balance (after excluding unearned
insurance and finance charges) at the date of repossession.-er{2-f If the contract method is
used to apply payments, aretailer incurs an allowable bad debt deduction if the wholesale
value of the repossessed merchandise is less than the net merehandise contract balance at the
date of repossession. An alternative method of computing a bad debt 1oss may be used
subject to approval by the Board which approval shall not be unreasonably withheld.
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(82) Meathod-of Comnt t”ﬁ
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PRO RATA METHOD.

(A) LOSSPER RECORD s %%eﬂ%ayem@smewh%a*@*‘a%eﬁhe
repossessed-merchandise—Fhe-netpayetiHsthe-cor he-¢ i »
j 4d—|-nsuraneerebate£—The Ioss per records is the bad debt loss the
retailer writes off for income tax purposes. An estimate of bad debt losses based in part upon the
history of the business or industry averages, may not be used to claim bad debt deductions or
refunds for sales and use tax purposes.

(B) TAXABLE PORTION OF LOSS PER RECORDS Faxable Portion-of LossPer
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Only that portion of a bad debt |oss attributable to the amount on which the retailer paid tax may

be used to claim a bad debt deduction or refund for sales and use tax purposes. Even an account
with all sales subject to tax may include some amounts on which tax was not paid, such asthe
tax or tax_reimbursement charged to the consumer which is included in the account balance. The
percentage of 1oss on which tax was paid for an account which is secured by the merchandise
purchased, or which represents a single purchase of a significant amount, should be calculated on
an actual basis. The percentage of 1oss on which tax was paid for accounts involving alarge
volume of small transactions may be calculated based on an analysis of the composition of the
accounts receivable. All accounts of the retailer for which this calculation is made should use
the same method of applying payments for the calculation (e.q., use FIFO for all accounts or use
LIFO for al accounts). Examples using the pro rata method are attached as Appendl ces 1 and 2.

(43) METHOD OF COMPUTING LOSS--CONTRACT METHOD. The allowable bad

debt deduction isthenet-merchandise balance after p:\ymmfc and-credits ﬂ\lﬂ - «... ) apnllmrl ac

||||||

pl"ﬁ\lll‘lM [a\Vi fhe r\nnfrar\f |nce thawhnl chla \lall i of tha rmcoomonﬁl or el hanrll 2 Ca| CJl ated

SOt GG TG VvV TTOT T O tnC TP TTCIIGITCU TS

by subtractl ng all pavments and credits from the purchase price of the mérchandise pursuant
to the method of applying payments set forth in the applicable contract(s) with the customer
and, to the extent the contract is silent on the method of applying payments, theloan |
accounting systems used by the retailer in the ordinary course of business, and from that"
amount subtracting the proceeds of the sal € of any repossessed merchand se in accordance
with (4) below. . :

(54) DETERMINING THE WHOL ESALE VALUE OF REPOSSE‘SSEED )
MERCHANDISE. One-of-theprerequisitesin-compti Ag: the fosson-tepossessed
merchandise s determining the wholesale vajue thereof—The whal e&ate value of repossessed
merchandise must be determi ned in order to calculate the allowalsie'bad debt deduction, if
any, for the account. When the retailer sells the repossessed merchandise to aresdller in an
arm’s length transaction, the amount the retailer receives for the sale, less the direct cost of
reconditioning the property prior to that sale and direct auction expenses paid to athird party,
is the wholesale value. Otherwise, othier sources must be used to determine the wholesale
value. Inthe case of automobiles, meFmathJeentamed—pm ndustry-recognized whelesale
and-retai-price gui dM—I—I—beaeeeptabLe are generally the best source of such information.
Adjustments may-should be made to the published wholesale prices in those instances where
the automobile isin other than average condition.

Establishing the wholesal e value en-of other types of repossessed merchandise, such as
jewelry, furniture, appliances, etc., presents a more difficult problem if the retailer does not
sell the merchandise to areseller in an arm’ s length transaction. Each case must be
considered on its own merits. Generally, if the retailer places the repossessed property into
resale inventory, the retailer should wit-be-ableto-use the amount at which the merchandiseis
brought-back-ate-recorded in resale inventory asits wholesale value. This amount should

not, however, include any costs of repossessing, reconditioning, or other expense to put the
merchandise in sal eable condition.
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(65) CONSOLIDATION OF NUMEROUS REPOSSESSED ITEMS. Retailers who have
severa repossessions each reporting period will find it convenient and time saving to
consolidate the pertinent data. When thisis done, only one calculation for each set of
transactions need be made to compute the allowable deduction. The consolidations may be
made by using 15-column working paper with one column for each of the elements required
to compute the deduction (see Appendix 2).

Only those repossessions on which alossisincurred should be scheduled. The taxpayer
retailer may quickly determine whether a particular transaction should be scheduled by
comparing the net payoff with the wholesale value of the merchandise. If the net payoff is
greater, aloss has been suffered and the transaction should be schedul ed.

(9) BAD DEBT LOSSESOTHER THAN REPOSSESSIONS. Allowable bad debt :
deductions or refunds also may arise from sales made on an open account or;on an unsecured
instalIment-bases basis. Fhese The deduction or refund should be computediin substantlally

the same manner as those involving repossessionsr (i.e., by prorating all payments or credlts
between the eash-sal es price of the merchandise on which the retailer paiditax and the |
HatangHble-nontaxable charges or by appl ying all payments and credits-as provi ided inthe |
contract of sale and, if the contract is silent, the |oan accounting systems used by the retai Eer
in the ordinary course of business). No deduction or claim forrefund ercreditwill be
allowed in any period subsequent to the period in which: abad debt deductlcn is takery; based

on amethod of calculating the bad debt” deductl on dlfferent from that or|g| nally usedin -
calculating the bad debt deduction. b _

(h) SPECIAL SITUATIONS.

(1) BAD DEBT DEDUCTIONS TOFOR PERSONS OTHER THAN THE RETAILER OR
LENDER.

(A) A successor who pays full consideration for receivables acquired from the predecessor
is entitled to a bad debt deduction to the same extent that the predecessor would have been
entitled had the predecessor continued the buisiness._A “successor” for purposes of this
provision is one who is required by Reventie and Taxation Code section 6811 to withhold
sufficient of the purchase price of the subjject business to cover amounts due from the seller of
the business under the Sales and Use'Tax Law. A predecessor may not claim a bad debt
deduction for any transaction or ‘account for which a successor is entitled to a bad debt
deduction under this provision.

(B) A-Except as provided in subdivision (h)(1)(A) and subdivision (i), a purchaser of
recel vabl es-other-than-a-syeeessor; cannot ebtain-claim a bad debt deduction en-or refund for
accounts which are not collected.

(C) A retailer who sells receivables with recourse so that the retailer will bear any bad debt
loss on them is entitled to a bad debt deduction to the same extent asif the receivables had not
been sold. The fact that a retailer sells receivables at a discount, however, with or without
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recourse, does not in itself entitle the retailer to a bad debt deduction to the extent of the
discount.

(2) BAD DEBTS OF CONSTRUCTION CONTRACTORS, Subparaglﬂaph-(b}éZ%AaQ—et

A construction contractor who is a consumer of materials or fixtures, or both, under Sales and
Use Tax Regulation 1521 cannot claim a bad debt deduction or refund with respect to siich *
materials or fixtures. A United States construction contractor as defined in subdivision(a)(3) of
Regulation 1521 is always the consumer of both materials and fixtures, and thus can-riever claim
abad debt deduction or refund with respect to such materials or fixtures. A canstruction
contractor, other than a United States construction contractor, is generally the consumet: of
materials, and thus may claim a bad debt deduction with respect to materials only when the
contractor is regarded as selling those materials under subdivision.(b)(2)(A)2.-of Roqulatlon
1521. A construction contractor, other than a United States construction contractor, isthe !
retailer of fixtures and thus may claim a bad debt deduction dr refund with respect to its retail
sales of such fixtures. A construction contractor. incurrifig a bad debt1oss for which it |sentttled
to a bad debt deduction or refund asjtist explained nust claim the deduction of refund in the
same manner as those resulting from other tvpes of taxablé retai}'sales of tangible personal
property.

(3) ENTITY AFFILIATED WITH RETAI I_ERé The provisions ¢f thisstibdivision (h)(3)
apply only with respect to bad debt losses incurred on accounts created as aresult of retail sales
of tangible personal property for which the retailer remitted California sales or use tax on or after
January 1, 2000.

(A) If aretailer wishes to assign to apérson'whaiisiits affiliated entity under section 1504 of
Title 26 of the United States Code the right to.claim a deduction or refund for the amount of bad
debts for which the retailer is otherwise entitfed to a deduction or refund, the retailer and the
affiliated entity must file an election with'the Board prior to the affiliated entity’ s claiming of
any deduction or refund. This election filed with the Board must include all the following
elements:

1. The name, address, and seller’ s permit number of the retailer who reported or will report
the tax; and the name, address, and seller’ s permit number of the affiliated entity of theretailer to
whom the assignment is made.

2. A statement clearly specifying that the affiliated entity is entitled to any (and al)
deductions or refunds as a result of any bad debt |osses charged off on the account(s) covered
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by the election and the effective date of that €l ection, and a statement that the retailer
relinquishes all claims to such deductions or refunds.

3. A list of accounts to which the el ection pertains.

4. The agreement of the retailer to furnish any and all documentation reguired by the Board
to support the claiming of deductions or refunds by the affiliated entity.

5. The acknowledgement by both the retailer and its affiliated entity that the Board may
disclose relevant confidential information to all partiesinvolved in order to support and confirm
any deductions or refunds claimed.

6. A statement that the election may not be amended or revoked unless a new €l ection signed
by both the retailer and its affiliated entity isfiled with the Board.

7. The acknowledgement by the affiliated entity that it cannot further assign the right to
claim adeduction or refund for bad debts charged off on the account:

8. The dated signatures of the retailer and its affiliated entity, Or their authorized
representatives. If acopy of the signed election isfiled with the Boaid tather than the original,
the affiliated entity must retain the e ection with the ori cu naI srqnatures

(B) The term “retailer” as used in this requlation (except as sed i in.subdivisions (h) and (i))
includes an entity affiliated with a retailer under section 1504 of Title 26 of the United States
Code with respect to those accounts for which the affiliated entity is the person entitled to the
bad debt deduction or claim pursuant to an election filed under this subdivision (h)(3).

(i) BAD DEBTSINCURRED IN CONNECTION WITH AC vOUNTSHELD BY
LENDERS. The provisions of this subdivision (i) apply only with respect to bad debt losses
incurred on accounts created as aresult.of fetail sales of tangible personal property for which
the retailer remitted Califo"rnla%les or use tax on or: after January 1, 2000.

(1) LENDER DEFINED A“ Iender” for purpo% of tﬁis requlation is defined as any of the
following: : : S

(A) A personwho E'hoI dé ah account Whi~cﬁ that person purchased without recourse directly
from aretailer who reported California sales or use tax with respect to the sales of tangible
persona propert for WhICh credli was extended under the retail account.

(B) A person Who hoI ds an account without recourse pursuant to that person’s contract
directly with aretailet who reported California sales or use tax with respect to the sales of
tangible persoqabbropertv for which credit was extended under the retail account.

(C) A person who is either an affiliated corporation (or affiliated entity electing to be taxed
as a corporation) under section 1504 of Title 26 of the United States Code or an assignee of a
person described in subdivision (i)(1)(A) or (i)(1)(B). A personisa“lender” under this
subdivision (i1)(1)(C) only if an election is filed under subdivision (i)(4).

(2) CONDITIONSTO CLAIMING DEDUCTION OR REFUND. With respect to an account
held by alender without recourse, a deduction or refund may be claimed for bad debt losses on
the account only if all of the following conditions are met:
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(A) No deduction or refund was previoudly claimed or allowed on any portion of the account.

(B) The account has been found worthless and charged off by the lender for income tax
purposes (which include circumstances where the lender’ sincome is reported on a related
person’s income tax return and the bad debt is charged off on that return) or, if the lender is
not required to file income tax returns and the lender’ sincome is not reported on another
person’s return, charged off in accordance with generally accepted accounting principles.

(C) The contract between the retailer and the |lender under which the lender has the right to
the account contains an irrevocabl e relinquishment of all rights to the account from the retailer to
the lender. ¢

(D) The account isfor sales for which the retailer remitted Cahformasa]& or deetax.;on or
after January 1, 2000. ‘ ) i

N

(E) Theretailer and the lender file an election with the Board which é;ontai"t S the elernents
specified in subdivision (i)(3) and which designates either the retailer or the lender asthe person
entitled to claim any deduction or refund under this regulation for tax previously paid by the

retailer measured by amount of the account found to be worthless and charged off. No deduction
or refund can be claimed until this election is filed with the Board I o

(3) ELECTION BETWEEN RETAiLER AND LENDER

(A) In order for the retailef’ or the Iender to clalm adeductlorr or refund for bad debt losses
from an account held by the lender.without.recourse, the, retailer and:the lender must file an
election with the Board designating which of them may claim suich deduction or refund. The
election may bein any form. including an existing; contract between the retailer and the lender,
s0 as long as the el ection contains the rollowi g €l ements: d

1. The name, address, and seller’'s permlt nunber of the reta| ler who reported or will report
the tax and the name, address, and eell e’ s bermit number, if any, of the lender to whom the
account(s) is assigned. : f

2. An agreement that thé retailer tel"i'nquishes al rights to the account to the lender.

3. A statement clearly specifying whether the retailer or the lender is entitled to claim any
(and all) deductions or refunds as aresult of any bad debt losses charged off by the lender for the
account(s) covered by the election, the effective date of that el ection, and a statement that the
other party relinquishes all rights to claiming such deductions or refunds.

4. A list of accounts to which the el ection pertains. |If the election is a blanket el ection for all
accounts assigned without recourse by the retailer to the lender or all accounts held by the lender
without recourse pursuant to the lender’ s contract directly with the retailer, the el ection must so
state.

5. The agreement of both the retailer and the lender to furnish any and all documentation
requested by the Board to support the deductions or refunds claimed.
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6. The acknowledgement by both the retailer and the lender that the Board may disclose
relevant confidential information to all parties involved in order to support and confirm any
deductions or refunds claimed.

7. If the lender isthe person entitled to claim any deduction or refund for bad debts on the
account, the Certificate of Reqgistration — Lender account number of the lender. |If the lender
does not yet hold such aregistration, the agreement of the lender that it will apply for the
Certificate of Reqgistration — Lender no later than on the date the lender first claims a deduct| on
or refund for bad debts charged off on the account.

8. A statement that the el ection may not be amended or revoked unless a new electl on sqned
by both the retailer and the lender isfiled with the Board. ; : i

9. The date of the election and the signatures of the retailer and the lender, dr théi r authorlzed
representatives. |f acopy of the signed election is filed with the Board rather than the ériginal;”
the person with the right under the election to claim the bad debt deduction or refund must retain
the election with the original signatures. An election may be signed in counterparts, and its filing
would be regarded as perfected as of the filing of the second signed counterpart, provided each
counterpart is identical except for the signature and date of the signature. 1f:copies of the signed
counterparts are filed with the Board, the person with the right, under the eection to the bad debt
deduction or refund must retain all counterparts W|th the origi nal S qnatures not filed wit ;1 the

Board.

(B) Theterm “retailer” asusedir‘ ivisions (h) and (i))
includes alender with respect to tho thich: ndex is: ersonéntitled to the
bad debt deduction or claim pursuant to an electlor filed under this Subdivi si"on ()(3).

(4) ELECTION BETWEEN LENDERAND AF::II_IA'I ED ENTITY OR OTHER
ASSIGNEE. R

(A) If aperson who is alender under subd|VISton i)(2)(A) or (i)(1)(B) and who has the right
to claim any deduction or refund for bad debtsthe lenider charges off on the account wishes to
assign to a person who is its affiliated entity under section 1504 of Title 26 of the United States
Code or to some other assignee the right to cfaim any deduction or refund for the amount of bad
debts charged off on the account, the lender and the affiliated entity or other assignee must file
an election with the Board prior to thé affiliated entity’ s or other assignee’s claiming of any
deduction or refund. The election filed with the Board may be in any form, but must include all
the following €l ements:

1. The name, address, and seller’s permit number of the retailer who reported or will report
the tax; the name, address, seller’s permit number, if any, and Certificate of Registration —
Lender account number, if any, of the lender under subdivision (i)(1)(A) or (i1)(1)(B) making the
assignment; and the name, address, seller’s permit number, if any, and Certificate of Registration
— Lender account number, if any, of the person to whom the assignment is made under
subdivision (i)(1)(C).

2. A copy of the election between the retailer and the lender under which the lender has the
right to any (and all) deductions or refunds as a result of any bad debt |osses charged off by the
lender on the account(s). If that election has not yet been filed with the Board, then that election
must be filed along with the election between the lender and its affiliated entity or other assignee.
If the election with the original signature was retained by the lender rather than filing it with the
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Board, that &l ection must either be filed with the Board or retained by the affiliated entity or
other assignee.

3. A statement clearly specifying that the affiliated entity or other assigneeis entitled to any
(and all) deductions or refunds as a result of any bad debt |osses charged off on the account(s)
covered by the election and the effective date of that election, and a statement that the lender
under subdivision (i)(1)(A) or (i)(1)(B) relinquishes all claims to such deductions or refunds.

4. A list of accounts to which the election pertains. If the election is a blanket €l ection for all
accounts held by the lender, the election must so state.

5. The agreement of the lender to furnish any and all documentation required by the Board to
support the claiming of deductions or refunds by the affiliated entity or other assignee.

6. The acknowledgement by both the lender and its affiliated exitity or other assignee that the
Board may disclose relevant confidential information to aII partles involved in order to support
and confirm any deductions or refunds claimed. S

7. _If the affiliated entity or other assignee does nof vet;ﬁalﬂc aCertiificate of Registration -
Lender, the agreement that it will apply for that certificate noilater than on the date it first claims
adeduction or refund for bad debts charged off on thg account.

8. The acknowledgement by the affiliated entity or othér assignee that it cannot further
assign the right to claim a deduction or refund for bad debts charged off on the account.

9. A statement that the election mav not be amended ar revoked u}lless anew election signed
by both the Iender and the affl Ilated entltv or Otherassignee |sflled W|th the Board.

10. The date of the election and the Slqnatures °f the lender and the affiliated entity or other
assignee, or their authorized représentatives. I a copy of the signed election isfiled with the
Board rather than the original, the person with the right under the election to claim the bad debt
deduction or refund must retain the election‘with the original signatures. An election may be
signed in counterparts, and its filing would be regarded as perfected as of the filing of the second
signed counterpart, providedl each counterpart isidentical except for the signature and date of the
signature. If capiesof the signed counterparts are filed with the Board, the person with the right
under the election to the bad debt deduction or refund must retain all counterparts with the
original signatures not flled with the Board.

(B) Theterm' retaller as used in this regulation (except as used in subdivisions (h) and (i))
includes an entity affiliated with alender under section 1504 of Title 26 of the United States
Code, or other-assignee, with respect to those accounts for which the affiliated entity or other
assignee isthe person entitled to the bad debt deduction or claim pursuant to an election filed
under this subdivision (i)(4).

(5) REGISTRATION, RETURNS, CLAIMS FOR DEDUCTION AND REFUNDS, AND
PAYMENT OF TAX.

(A) A retailer who has the right to claim deductions or refunds for bad debts charged off by a
lender on an account held by that lender pursuant to an el ection filed under subdivision (i)(3)
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shall claim those deductions or refunds under the provisions of this regulation in the same
manner asif the retailer held the account itsalf.

(B) Without regard to whether alender holds aseller’s permit for its own sales of tangible
personal property, alender who has the right to claim deductions or refunds for bad debts
charged off on accounts pursuant to an election filed under subdivision (i)(3) and, if applicable,
subdivision (i)(4), shall register with the Board for a Certificate of Registration — Lender no later
than the date on which it first claims such a deduction or refund. A lender applying for a
Certificate of Reqgistration — Lender shall provide such information as required by the Board.

(C) A lender who has the right to claim deductions or refunds for bad debts charged off
pursuant to an election filed under subdivision (i)(3) and, if applicable, subdivision (i)(4), is
entitled to the same amount of deduction or refund, calculated in the same manner under the
provisions of thisregulation, asif the lender were the retailer who had sold the tangible persona
property for which the retailer had reported and paid tax. |If the lender has provided the name,
address, and seller’s permit number of the retailer responsible for paying the tax, in determining
whether to grant the lender’s claim for deduction or refund, the Board shall regard the retailer as
having paid the applicable tax due unless the Board establishes otherwise. (Regardless of the
Board's action on the lender’ s claim for deduction or refund aretaller who failed to pay the
applicable tax due remains liable for that tax.) P

(D) A lender who claims adeduction or refund for bad debt< charged off shall be liable for
tax on the taxable percentage of worthless accounts subsequently.-eollected under subdivision (d),
including amounts received for the sale of accounts for which-the lender has claimed a bad debt
deduction or refund. . .

(E) A lender who has a seller’s permit for its own sales of tangible personal property may not
commingle the claiming of its dedugtions pursuant to an glection under subdivision (i)(3) and, if
applicable, subdivision (i)(4), with any: bad debt deductions rélated to'its own sales of tangible
personal property but must mslead report suCh deductions on :a separate return or schedulein the
form specified by the- Board: If thelender flles aschedule. attached to its sales and use tax return,
it may apply the amount of its deductioncal culated on that separate schedule against its liability
for sales and use tax. To the extent that the dedudction is not fully exhausted when applied to the

lender’ s ownsales and use tax liability, t helender may file aclaim for refund.

(F) Thefiling by a I'ende"r of aclaim for deduction or refund for bad debts on accounts
covered by this subdivision (i)iis net valid if an election pursuant to subdivision (i)(3) and, if
applicable, an election pursuant to subdivision (i)(4), has not been filed with the Board. If a
lender files aclaim for déduction or refund and the applicable election(s) isfiled thereafter, the
claim for deduction qrrefund will be regarded as having been filed on the date of the filing of the

glection(s).
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(G) A lender holding a Certificate of Registration — Lender shall file areturnin aform
specified by the Board to report the taxable percentage of recoveries and claim losses on
accounts covered by an election pursuant to subdivision (i)(3) and. if applicable, an election
pursuant to subdivision (i)(4). Thisreturn shall be filed on aquarterlv basis unless otherwise
specified by the Board. The return shall include the taxable pércentage of the amount of any
recoveries for which the lender isliable for tax under/ subdrvmon ())(5)(D). The lender may
offset the amount of tax for which it would otherwise be entitled to a bad debt refund for the
reporting period against the amount of tax for whichiit isliable for:the taxable percentage of
recoveries received during that same reporting period. The lender must file areturn without
regard to whether the lender received any net recoveries of previously claimed bad debts in the
filing period. If the lender files areturn under a'seller’s permit it holds for its own sales of
tangible personal property, the lender miust file a'separate scheduleto report the taxable
percentage of its bad debt recoveries and LoSses an accounts covered by an election pursuant to
subdivision (i)(3) and, if appllrable an electlon pursuant:to subd|V|ston ()(4), in aform specified
by the Board, asan attachmenl to the endér' s salies and use tax-return rather than filing a
separate return for such rec overles and Iosses

(H) A Iender clalmmq a deductlon or refund for l:ad debts or reporting tax on recoveries for
accounts for which it previously claimed a bad debt deduction or refund, must properly allocate
the local and dlistrict taxes, If the transactions were approved by the lender on a transaction-by-
transaction basis or thelender has the necessary information to do so, local and district taxes
should be allocated on an actual basis. The lender may allocate local and district taxes related to
al other accounts on apro-rata basis subject to approval by the Board which approval shall not
be unreasonably withheld.
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Staff and Industry’s Proposed Appendix 1

EXAMPLE OF COMPUTING ALLOWABLE BAD DEBT DEDUCTION FOR A
REPOSSESSED VEHICLE USING PRO RATA METHOD

l. Step One. Compute the Repossession Loss Per Records

a Retail saesprice $12,000

b. Taxablefees(i.e., doc/smog) 230

c. Total amount subject to tax 12,230 (atb)
d. SalesTax (6%) 734 (c*.06)
e. License Fees 240

f.  Other non-taxables _ 0

g. Total non-taxable charges 974 (d+e+f)
h. Total salesprice 13,204 (ctg)
i. Down payment 22000

j.  Balance on contract ;11204 (h-i)

k.  Finance charges/accrued interest ;o /3000

|.  Total contract value L 14,204 (+Kk)
m. Payments received on contract 2,100

n. Balance on date of repossession 12,104 (I-m)
0. Unearned finance charges P 2,750

p. Net contract balance 9,354 (n-0)
g. Vaue of repossession o 6,000

r.

Repossession.toss per record

Il.  Step Tivo

C orfqpute ;ihe Taxable Per ceﬁfége of Loss.

Thisis done by divi dl ng the totaiz am&_ynt subject to tax (line ¢) by the total sales price (line h).

12,230/ 13,204 = 92.62%.

[11. Step Three. Compute the Allowable Deduction.

Thisis done by mui’fi'plyi ng the taxabl e percentage of loss (step Two) by the repossession loss
per records (step One).

92.62% * 3,354 = $3,106.47
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Repos-
Net Value session

4590 1660 2760 899

—————$28,000” 95,563 % $4,670 = $4,052 "

;
<o 9704
VI, UT'Y
M Original inaurance charae less rahate of Lunearned-or .
Vllulllw IIIWIWIV\/UIIW&\/IWI\J”WUUI “arT LA | I\Jlllulll-::
BT otalfinance-chargesper-contract-less unearned-charg ‘
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Appendix 2

CONSOLIDATION OF ALLOWABLE BAD DEBT DEDUCTION FOR MULTIPLE
REPOSSESSED VEHICLES USING PRO RATA METHOD

(A) (B) © (D) (B) (F) (©) (H) (1) Q) (K) (L) M) N)
Repos-
Date of Sales Sales Total Balanceto Finance Net Vaue  session
Repos- Pricegf Tax License Insurgnce  Sales Down Finance Char Contract of Loss Per
Seesrs)i on Car # Md (6%) Fee (N et)ﬁl Price Payment (N et)gs Balance Payments Repos-  Records
session

[C*.06] [C..F] [G-H] [1+J] [K-L-M]
09-30-00 507 $9,000 $540 $160 $200 $9,900 $2,000 $7,900 $400 $8,300 $1,900 $5,000 $1,400
10-27-00 521 8,000 480 140 160 8,780 1,700 7,080 ..; 350 7,430 1,650 4,400 1,380
11-04-00 540 6,000 360 110 120 6,590 1,300 5290° | 260 5,550 1,250 3,300 1,000
12-09-00 575 5,000 300 90 100 5,490 1,100 4,:.3'90 {200 4,590 1,000 2,700 890

Totals $28,000  $1,680 $500 $580 $30,760  $6,100 $_524,666

$1,680 $1210 $2580  $580  $15400  $4670
) 2 3)

(4) ©)

Computation of allocation of down payment to merchandise. Computa}ti cih of aII o vable bad debt deduction.

$28,0007 x $6,1007 = $5,553 7 $28.0007-$5553 x $4,6707 = $4,052

$3O,76O(2) o $25,87O(4)

A Includes taxable amounts, such as doc and smog fees.
B Original insurance charge less rebate of unearned premijum.

© Total finance charges per contract less unearned charges.
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Revenue and Taxation Code Sections 6055 & 6203.5
As Amended by AB 599 (Chap. 600) Stats. of 2000

THE PEOPLE OF THE STATE OF CALIFORNIA DO ENACT ASFOLLOWS:

SECTION 1. Section 6055 of the Revenue and Taxation Code is amended to read:

6055. (a) A retailer isrelieved from liability for salestax that became due and payable, insofar as the measure of
the tax is represented by accounts that have been found to be worthless and charged off for income tax purposes by
theretailer or, if the retailer is not required to file income tax returns, charged off in accordance with generally
accepted accounting principles. A retailer that has previously paid the tax may, under rules and regulations
prescribed by the board, take as a deduction the amount found worthless and charged off by theretailer. If these
accounts are thereafter in whole or in part collected by the retailer, the amount collected shall be included in the first
return filed after the collection and the tax shall be paid with the return. For purposes of this subdivision, the term
"retailer" shall include any entity affiliated with the retailer under Section 1504 of Title 26 of the United States
Code.

(b) (2) In the case of accounts held by alender, aretailer or lender who makes a proper election under paragraph
(4) shall be entitled to a deduction or refund of the tax that the retailer has previoudly reported and paid if al of the
following conditions are met:

(A) No deduction was previously claimed or allowed on any portion of the accounts.

(B) The accounts have been found worthless and written off by the lender in accordance with the requirements of
subdivision (a).

(C) The contract between the retailer and the lender contains an irrevocable relinquishment of al rightsto the
account from the retailer to the lender.

(D) Theretailer remitted the tax on or after January 1, 2000.

(E) The party electing to claim the deduction or refund under paragraph (4) filesaclaim in a manner prescribed by
the board.

(2) If the retailer or the lender thereafter collectsin whole or in part any accounts, one of the following shall apply:

(A) If theretailer is entitled to the deduction or refund under the election specified in paragraph (4), the retailer
shall include the amount collected in itsfirst return filed after the collection and pay tax on that amount with the
return.

(B) If the lender is entitled to the deduction or refund under the election specified in paragraph (4), the lender shall
pay the tax to the board in accordance with Section 6451.

(3) For purposes of this subdivision, the term "lender" means any of the following:

(A) Any person who holds aretail account which that person purchased directly from aretailer who reported the
tax.

(B) Any person who holds aretail account pursuant to that person's contract directly with the retailer who reported
the tax.

(C) Any person who is either an affiliated entity, under Section 1504 of Title 26 of the United States Code, of a
person described in subparagraph (A) or (B), or an assignee of a person described in
subparagraph (A) or (B).

(4) Prior to claiming any deduction or refund under this subdivision, the retailer who reported the tax and the
lender shall file an election with the board, signed by both parties, designating which party is entitled to claim the
deduction or refund. This election may not be amended or revoked unless a new election, signed by both parties, is
filed with the board.



Formal Issue Paper 01-006 Exhibit 3
Page 2 of 2

SEC. 2. Section 6203.5 of the Revenue and Taxation Code is amended to read:

6203.5. (a) A retailer isrelieved from liability to collect use tax that became due and payable, insofar asthe
measure of the tax is represented by accounts that have been found to be worthless and charged off for income tax
purposes by the retailer or, if the retailer is not required to file income tax returns, charged off in accordance with
generally accepted accounting principles. A retailer that has previoudy paid the amount of the tax may, under rules
and regulations prescribed by the board, take as a deduction the amount found worthless and charged off by the
retailer. If these accounts are thereafter in whole or in part collected by the retailer, the amount collected shall be
included in the first return filed after the collection and the amount of the tax shall be paid with the return. For
purposes of this subdivision, the term "retailer" shall include any entity affiliated with the retailer under Section
1504 of Title 26 of the United States Code.

(b) (1) Inthe case of accounts held by alender, aretailer or lender who makes a proper election under paragraph
(4) shall be entitled to a deduction or refund of the tax that the retailer has previously reported and paid if al of the
following conditions are met:

(A) No deduction was previously claimed or allowed on any portion of the accounts.

(B) The accounts have been found worthless and written off by the lender in accordance with the requirements of
subdivision (a).

(C) The contract between the retailer and the lender contains an irrevocabl e relinquishment of al rightsto the
account from the retailer to the lender.

(D) The retailer remitted the tax on or after January 1, 2000.

(E) The party electing to claim the deduction or refund under paragraph (4) filesa claimin a manner prescribed by
the board.

(2) If the retailer or the lender thereafter collectsin whole or in part any accounts, one of the following shall apply:

(A) If theretailer is entitled to the deduction or refund under the el ection specified in paragraph (4), the retailer
shall include the amount collected in itsfirst return filed after the collection and pay tax on that amount with the
return.

(B) If the lender is entitled to the deduction or refund under the election specified in paragraph (4), the lender shall
pay the tax to the board in accordance with Section 6451.

(3) For purposes of this subdivision, the term "lender" means any of the following:

(A) Any person who holds aretail account which that person purchased directly from aretailer who reported the
tax.

(B) Any person who holds aretail account pursuant to that person's contract directly with the retailer who reported
the tax.

(C) Any person who is either an affiliated entity, under Section 1504 of Title 26 of the United States Code, of a
person described in subparagraph (A) or (B), or an assignee of a person described in subparagraph (A) or (B).

(4) Prior to claiming any deduction or refund under this subdivision, the retailer who reported the tax and the
lender shall file an election with the board, signed by both parties, designating which party is entitled to claim the
deduction or refund. This election may not be amended or revoked unless a new election, signed by both parties, is
filed with the board.



